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Mature of the Problem
The history of mankind is filled with struggles to develop
adequate measuring and analytical instruments. Tests and measurements
of one kind or another have played a far more important role in human
history than is generally recognized today. The contributions of
monetary policy as anti-inflationary measures for economic stability
are no exception. Inflationary pressures in our daily life and the
problems they impose on the economy have obviously created great national
concern to every American and to the rest of the world population as well.
Today, many economists have maintained that the cause of inflation
has been attributed to the concept of "too much money chasing too few
goods." The Federal Reserve authorities stress that the wide swings in
business activity, employment, and prices have presented major problems
to be solved. Another source of an efficient money system is that it
should mitigate instead of aggravate business fluctuations. This means,
according to the Federal Reserve authorities, that an increase in the
money supply should not be allowed to become excessive so that it helps
to generate over-expansion, rising prices, and inflation. Neither
should contraction in the money supply continue until it tends to in
tensify and prolong periods of depression. The solution requires action
on a broad front, but the efficient operation of our monetary system can
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be helpful if used meaningly. iittiy has the buying power of the dollar
been so unstable? A short, simple answer to this question is not pos
sible j but the various forces (public, business and government) work
through the flow of spending in relation to the flow of goods. If
money flow expands, demand increases and the tendency is to increase
production and the flow of goods available for purchase. Conversely,
if the money flow becomes too small in relation to the flow of goods,
prices fail and the dollar buys more. If money is to have a stable
value and contribute to economic stability, one requirement is that the
money flow and the goods flow be kept in proper relation to each other.
Therefore, the flow of money represents the combined effects of the
volume of money in the hands of the government, business and the public,
and how it is spent. Business booms and slumps also affect the demand
for bank credit. This is because when business activities increase,
the economy needs more credit to carry on the growing volume transactions.
Periods of business expansion and contraction are influenced by bank
deposits; this is because during the period of expansion the demand for
money and credit are accompanied by an increase in bank loans and the
money supply, which results in a rise in prices.
Evolution of the Problem
This research is an outgrowth of instability in the United States'
domestic economy due to an excessive demand for money and credit during
the past and at the present, being mainly limited to the period from
19U7 to 19fc>5» This research shares the viewpoint of the Federal Reserve
^Federal Reserve Bank of Philadelphia, October, 1959, p.3«
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System that economic instability is still one of the most pressing problems
of our time.
Thus, the role of monetary policy of the Federal Reserve System is
mainly centered on the objectives of achieving a greater economic stabi
lity and this is one of the major tasks of the Federal Reserve System.
The methods by which stability could best be accomplished and
the guides that should be feasibly followed in determining its action
have not always been so clear when one thinks of the administrative
arrangements, power conflicts and the international commitments with
other nations. To achieve this goal and objective, "the rule-of-thumb"
should be the guideline in adopting appropriate measures which will
tend to stabilize commerce, finance, to prevent any future panics and
to place the nation in a sound monetary stability during an era of
enduring prosperity. The United States in the past and present decades
has demonstrated an encouraging potentiality in this respect. Notable
evidence of this achievement of monetary climate is the transformation
in the thinking of the American public and scholars and statesmen.
According to the editor of Fortune, "...There is nothing inevitable
about extreme business fluctuations anymore. Weapons are at hand capable
of controlling a boom, and of offsetting and shortening a depression.
If we use these weapons intelligently, we are the master of our economic
faith."1 In support of this fact, another comment came from Dwight
D. Eisenhower in his Economic Report to the nation on January, 1957,
when he said: "...The financial affairs of government should be so admin
istered as to help to stabilize the economy and to encourage sound growth,
Fortune, December, 19h2 (supplementary edition).
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and helping to counteract inflationary or deflationary tendencies as
the situation requires."
Definition of Inflation
Inflation is defined as "persistent rise in the general level
of all currently produced goods and services, that is, a rise in the
average price of all goods and services in the gross national product
per se."
According to the Federal Reserve System, inflation signifies an
over-extension of credit availability, hence this definition does not
present a clear-cut measurement for analytical use. Inflation has also
been used to mean in increase in the supply of money. But it is
believed that the identification of inflation with generally rising
prices is more commonly accepted in the United States today. Certainly,
most of the significant statements made every day about inflation are
statements about general rise in price level.3 It is the prices that
reduce the purchasing power of the dollar, that squeeze the living stan
dards of consumers, that make pensioners1 fixed incomes become insuffici
ent to meet the current rising prices, and that makes depreciation
allowances inadequate to cover replacement costs. Probably the explana
tion of inflation is "too much money chasing too few goods.11 Spending
can change independently of the supply of money, by way of a change in
the rate at which money is spent. The spending of the public, business
Dwight D. Eisenhower, Economic Report, January, 1957.
2
P. A. Samuelson, Economics; An Introductory Analysis (New York:
McGraw-Hill Book Co., 19$5),p.225. "
3g. L. Bach, Economics^ AnIntroduction to Analysis and Policy
(Uth ed., Englewood Cliffs, N.J.: Prentice-Hall Inc., 1963), p.263.
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and government expenditures are also affected by prices, by what people
think is going to happen to prices in the future, by the amount of liquid
saving people have, and by the rise, fall or stability of the value of
their not-so-liquid holdings, such as mortgages and other securities.
General Statement of the Problem
The problem of inflation is one of the major unsolved economic
problems of modern times. The nation's attention is now focused on the
economic performances and the instability caused by an inflationary
demand for money and credits which affect our production outputs, prices,
employment and economic stability.
Prices have "skyrocketed11 everywhere, largely as a result of the
cost-push and demand-pull which excites the economy into inflationary
problems. The economic surges of World War II and the Korea conflict
still live in the minds of the people. Today, the United States is in
the stage of a new built-in inflationary pressure because of a heavy
demand for defense expenditures for the war in Vietnam. Many noted
economists, such as John Maynard Keynes and Walter Heller, in recent
years, have criticized government spending. The issue is one which
is concerned with the economic impact of financing the war efforts. The
civil right leaders, such as Dr. Martin Luther King, have advocated that
the government would sooner favor expenditures devoted to domestic economy,
because the defense spending is rising to a high peak without leveling
with the nation's gross national product and without maintaining pace with
the domestic program of President Johnson's "Great Society" and "War
Federal Reserve Bank of Philadelphia, "Monetary Policy-Decision
Making, Tools and Objectives11 (Philadelphia: Federal Reserve Bank of
Philadelphia, 1%1), pp.l-Ul*.
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on Poverty." The other school, the conservatives who supported
the Johnson Administration's policy, feel that the United States war
commitment will bring political, economic and social stability. On the
other hand, the Soviet Union has accused the United States of keeping its
economy alive by war. The experts in Marxian economics feel that war is
a waste of resources, human and material, that would otherwise flow back
each year to expand the economy, and, through it, better the lives of
men.
However, it is not the purpose of this investigation to determine
among the opposing views who is right or who is wrong, but to examine the
adoption of monetary measures which will bring the economy into stable
and national goals. Any government expenditures devoted to war and
without seeking ways and means of promoting economic stability do not
serve the best interest of the masses. This is because much spending
will in the long run excite the economy into inflationary problems.
To support this hypothesis, Dr. Pierre Rinfret, business consult
ant, spelled out what "the revolution in capitalism" means in his article,
"Vietnam's Economic Lesson," as follows?
In practical terms, wealth invested in war goods might as
well be sunk in the oceanj tanks and fighters do not produce
new wealth} teachers and factories doj peace is the environment
in which the flower of free enterprise grows, flourishes and
bears fruit j peace is now the stable ground of prosperity.-1-
Many economists have attributed prices as the main factor for
inflationary problems, because the ways the government, business and con
sumers spend their money have influenced the persistent rise in the level
of prices which does affect economic stability, employment and outputs.
^George Harris, "Vietnam's Economic Lesson: Peace Can Yield Fatter
Profits Than War," Look, May 31, 1966, p.Ul.
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For further explanation of inflation, the roles of prices in relationship
to employment and economic growth in the United States1 domestic economy
will be stated.
Specific Problems
It is the purpose of this study to prove that the main domain
of inflation or economic instability is reflected by the economic behavior
of the following problems under review:
1. Price level instability
2. Unemployment problems
3. Unsustainable economic growth
1. Price level instability problems.— This price instability
means the fluctuation of any market trend or sharp, short-terra movements
in the general level of prices. Any market shifts in relative prices
of individual commodities, reflecting changes in consumers' preferences,
or in conditions or production, are, however, entirely compatible with
a stable average price level. Keynesian economists favor both price-
level stability and flexible relative prices. This is because any large
price drop is almost sure to be accompanied by serious unemployment. On
the other hand, inflation though pleasant for some people, hurts those
whose incomes do not increase proportionately or increase less than the
living costs; and also sharpens conflicts of economic interest and impairs
the groups' consensus necessary for solving national problems. The con
clusion is that price level can determine the level of economic stability
and employment in the economy. To support this fact, Dr. Lawrence Abbott,
professor of economics at Union College,points out that:
8
The general price movement can be quite an important factor
in up-swings. But it is not what prices are but where they seem
to be going that affects spending decisions. A rise in prices
is likely to bring an expectation of still higher prices, which
quickens business buying and perhaps consumer buying to some
extent. For the same reason, a fall in prices makes buyers
more hesitant. 3*
Almost all economists agree that the theory of supply and demand
has been portrayed as powerful forces, able to shift resources in and
out of industries, firms, and geographical areas. The market price
mechanism, they stress, can perform its job only if markets are competi
tive (with freedom to enter or leave), and labor and the capital resources
are to some extent responsive to changes in demand or costs.
To help understand the trend of the United States' market conditions
and to see the condition of prices in relation to commodities of some
selected items, relevant data is given in Table 1. The table illus
trates current market prices of 19k7 and 1958 with 1958 as the base year.
As shown in Table 1 some commodities and market prices, from 19U7
to 1958, showed up-swings and down-swings in the level of the current
market prices of 1958.
Table 2 shows that there were price increases by substantially
high percentages from ±9h7 to 1957• The wholesale price index shows a
rise of 22 percentj the consumers' price index, a rise of 25.9 percentj
the index of all personal consumption, a rise of 23.9 percentj and the
price index for the total national product, a rise of 29.6 percent. The
wholesale price index shows the smallest increase because farm prices,
which are given a greater weight in this index than in the others, de
clined on balance between the terminal dates of the period, whereas most
■4i. Abbott, Economics and Modern World (New York: Harcourt, Brace
& World, Inc., I960"), p'./jlO.
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Source: Department of Labor and Commerce, 1958.
other prices rose. The larger rise in the total product index than in
the consumer indexes reflects the fact that prices of capital goods (in
cluding residential construction) and of goods arid services purchased by
the government rose more than consumer prices.
10
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Year-to-year movement of these indexes itfas generally in the same
direction. However, wide swings in the prices of raw and serai-processed
industrial and agricultural raw materials occur in response to changes
in the aggregate demand, and this effect is most noticeable in the whole
sale price index, which fluctuated more than the other three indexes (see
Table 2).
Between 19h7 and 1950, as Table 2 indicates, all the indexes show a
rise between 5 and 8 percent, despite a dip in three of them during the
mild recession of I9I48-I9J4.9. In the succeeding two years, 1951 and
1952, price increases accelerated as a result of the development in
Korea, and the indexes moved up between 8 and 10 percent in these two
years. Between 1952 and 1955, prices of finished goods and services
rose moderately on the average, but wholesale prices declined by almost
one percent. The general price rise which began in 1955 is reflected in
all four indexes, with increases between 5 and 7 percent for the period
of 1955 to 1957- The combined evidence of the four price indexes indi
cates that the United States experienced an inflation of 20 to 30 percent
between 19h7 and 1957 • Table 2 indicates that price index or movement
has a relationship with economic instability, which are inflationary
measures.^ Chart 1 also indicates that the volume of money in demand
rose more than the wholesale price and consumer price index.
2. Unemployment level.— Unemployment means that qualified people
who seek jobs at prevailing wage rates cannot find them in productive
^Abbott, op.cit., pp.212-25.
^"United States Monetary Policy," American Assembly, Colufbia
University, New York, December, 1958, p.210.
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activities without undue strain and conditional or considerable delay
in finding them. It means part-time jobs for people who want to work
on a full-time basis. It does not mean that people, such as housewives
and students, who want to work without an adequate desire for a job are
classified as unemployed. It does not mean that unemployment should
be zero, because no economic system has been able to achieve a miracle
such as this. It is when people without skill and good training are
faced with unemployment that unemployment is created. Another type of
unemployment is due to structural, cyclical business fluctuations, which
are seasonal in nature. Most people inthese categories are sometimes un
employable due to conditions beyond their control. Unemployment means
a waste of potential output, waste of resources — manpower and capital.1
It brings hardship to the individual family which is dependent on the
household income earner. According to Dr. Abbott, "prolonged mass unem
ployment means widespread poverty,often actual hunger and cold. But
physical distress is only part of the total damage." In other words,
being without a job can mean a life of emptiness, of despondency, bitter
ness or complete frustration. In many cases, unemployment problems have
resulted to deterioration of mind, character and personality. The Great
Depression of the 1930's ushered in a wave of petty crimes, prostitution
and suicides — events that frequently could be traced to situations in
which there seemed to be "no other way out.11^ Employment figures for
191*7 to 1959 are given in Table 3.
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experienced unemployment problems in 1958j the total level of unemploy
ment was 6.8 percent during the Eisenhower Administration . Table 3
shows that a total of U.7 million were unemployed in 1958, and, in 1959,
the figure dropped to $S percent total unemployment of 3.8 million
people in the labor force. Conversely, from 19U7 to 1958, the total
percent of unemployment ranged from U.7 to 6.8 of the civilian labor
force. (See Chart 2.)
The issue now is how can monetary policy help solve this national
problem. The answer is not simple and needs more than one weapon to
solve it. This means that the Federal Reserve System should seek help
from other policies and private sectors to help lower unemployment.
Attempts to solve unemployment problems can be traced from 1913, the
year the Federal Reserve was established — some attempts were, in part,
to furnish an elastic currency so that banks could always meet cash
withdrawals by their depositorsj others were to help iron out booms and
depressions. To achieve this goal, Congress, in the rinployment Act
of 19U6, committed the Federal Reserve to use all practicable means to
maintain economic stability at maximum employment and output without
inflation.-"-
3. Unsustainable economic growth.— Economic growth is a major Amer
ican objective, not as an end in itself but because it is a means and a
prerequisite for the attainment of economic and other fundamental goals.
Economic growth makes it possible to improve the standards of living
in our own time, and of future generations, and to help raise the standard
of living in other parts of the world. Thus, growth provides the
1Bach, op^cit., p.233.
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challenges and the sense of achievement that distinguishes a growing
society from a stagnant society. This growth does not mean the utopia
type of growth, but the raising of the standards of rate of the real
Gross National Product in peacetime prosperity. As illustrated in
Chart 3, the total production of goods and service in the United States
rose by kk percent, or 3.7 percent a year on the average, from 19U7 to
1957.
However, growth is but one goal among many, and, at some point,
any further increase in the rate of economic growth may be obtainable
only by an increasing sacrifice of other goals. The maintenance of a
level of aggregate demand sufficient to achieve high-level employment
and general level of price stability, will result in a substantial rate
of growth. The question now is whether the Federal xieserve System can
achieve both of these objectives simultaneously? There are s ome econo
mists, however, who disagree on this point.
To achieve maximum economic stability, a mutual responsibility
is needed. This is because the Federal .Reserve System cannot achieve
the goal of stable economic growth alone. The system's actions are
limited mainly to affecting the quantity of money that people have avail
able to spend. The Federal lieserve cannot affect directly people's
willingness to spend.
If stability is to be the goal, the work of the Federal Iteserve
must be supplemented by appropriate policies on the part of other insti
tutions such as the fiscal, public, private and groups which also have
significant influence on the volume of business activity. The prolonged
economic paralysis during the depression of the early 1930's demonstrated
19
a serious limitation of monetary policy. With these basic problems
confronting the Reserve System, the writer has adopted an analytical
study of the Federal Reserve monetary policy on domestic economic
stability from 19^7 to 1965.
There are two main schools of economic policy in the United
States which hold basic different views upon the monetary policy. The
so-called liberal school gives top priority to "maximum employment, pro
duction, and purchasing power"1 — the goals of the Employment Act of
19U6. It is deeply concerned about protection of the dollar and
prevention of inflation. In its stress upon high economic growth and
sustained maximum employment, this school concentrates mainly on expand
ing the real purchasing power of the people as a whole. Basically
this school can be said to advocate "the economics of abundance."
. In contrast, the other school, the so-called conservative school,
tends to stand for what might be called "the economics of scarcity."
This school never becomes fully committed to the goal of "full employ
ment, " but has frequently asserted that unemployment of manpower and
plant considerably above minimum levels helps to make the economy work
2
"more efficiently."
In summary, the liberal school recognizes fully the need for
the management of the money supply which the Federal Reserve System
conducts. This means that the money policy, similar to other economic
policies, must be adjusted to changing circumstances. It recognizes
that the money supply can be expanded either too rapidly or too slowly
for the good of the economy. And this school finally stresses that
1-Conference on Economic Progress, "Tight Money and Interest Rates,"
(Washington, D.C.: Conference on Economic Progress, I960), p.?.
2Ibid., p.7.
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restraint of some lines of activity and stimulation of others achieves
balanced economic development and growth. The conservative school
has generally opposed the general philosophy of tight money that the
Federal Reserve holds. Recently this school urged a restrictive power
against the money policies of the economy.
The Significance of the Study
The significance of the study is deliberately a diverse presenta
tion of economic problems confronting mankind all over the world because
of economic instability. Thus, the investigation under review aims at
an analysis and economic thinking in documentary evidence, and is solely
limited to the inflationary problem in the United States1 domestic
economy since 191*7 through 1965.
The importance of this investigation is that it is also concerned
with the concept of adopting an appropriate measuring instrument which
will help to prevent the economy from over-stimulated demand by govern
ment, business and public expenditure. It also hopes to accomplish
the following:
1. This study will provide an opportunity of knowing the possible
caxises of rising prices. It will give hints regarding the seriousness
of the pent up demand for credit and money when inflation threatens the
economy.
2. It will provide background for consideration of the monetary
policy of the Federal Reserve System that might be followed to upset the
nation's economic instability, which contributes to the achievement of
■'■Ibid,, pp.6-8.
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price lewl stability, low level unemployment and finally, sustainable
economic growth in the level of the gross national product.
3. It provides a critical analysis and documentary evidence of the
role played by the Federal Reserve System in its quest for economic
stability to promote the economic well-being of all Americans and the
rest of the world.
h* The significance of this study will be to contribute to education
al knowledge of the economic planning arrangements in the hope that this
knowledge will stimulate scholars to probe further into these inflationary
problems for the scant information about them at present is patently
inadequate for solving the nation's economic objectives.
5. It is hoped that the findings and recommendations will serve
as economic guidelines for the future, especially to the developing
nations in their quest for economic stability.
Basic Assumption
The basic assumption of this study is that of null-hypothesis:
1. To achieve economic stability, monetary policy should aim
at coordinating its activities with other public policies, e.g., the
fiscal policy. This cooperation means resolving power conflicts.
2. For achieving economic stability or non-business fluctuation,
the instruments of stability should be flexible in order to prevent ex
cessive boom.
Method of Research
The procedures used in this investigation are based on qualitative
and quantitative control and operational processes of the Federal Reserve
22
System as tools for economic stability.
The qualitative approach deals with the Federal Reserve instru
ments of monetary restraint and control on business, consumer and real
estate credit policies.
The quantitative approach deals with the expansion of monetary
ease. This approach consists of the open market operations, discount
rate operations and reserve requirements.
The method used is the documentary records of the past and
present of the monetary policy and quest for domestic economic stability
of the United States from 1947 to 1965. This study is an analytical
survey, which means that the materials used are cumulative data from the
United States Bureau of Labor Statistics, Department of Labor and Commerce,
Federal Reserve Bulletins, business periodicals and textbooks. The liter
ature used in this investigation has been critically reviewed. To support
most of the assumptions made in the study, the need has been recognized
to present different viewpoints of economists, statesmen and the public;
to a larger extent the theoretical and practical economic thinking to
match the economic goals and objectives of monetary policy and the
quest for economic stability without a major breakdown in the economy
have been adopted.
Delimitation of the Study
The investigation under review is limited mainly to the economic
policy of the Federal Reserve's anti-inflationary measures on the domestic
economy of the United States from 19U7 to 1965.
CHAPTER II
THE METHODS USED BY FEDERAL RESERVE'S MONETARY
POLICY FOR ECONOMIC STABILITY
The Basic Concept of Monetary Policy
In the United States, monetary policy consists of the ways in
which the Federal Reserve uses its three main controls — reserve
requirements, open market operation and the discount rate. These
controls can be reinforced and supplemented as needed and as Congress
permits by selective controls on particular types of non-bank credit.
If used in a skillful manner, these sets of controls can be very help
ful in keeping the economy on an even keel, and, as a result, prevent
the economy from "slipping off the track" to an inflationary problem.
Definition of Monetary Policy
Monetary policy is defined as the course of action pursued by the
central bank authorities, correctly known as the Federal Reserve Bank,
in promoting economic stability and healthy economic growth. In the
United States today, monetary policy is the phrase used to describe the
use of the Federal Reserve central bank controls, which affect the
banks' reserves and deposits and thus the money supply, to promote
stability, full employment and sustainable economic growth.
The Roles of Monetary PolicyToward Economic Growth
During the past decades, the United States' economy has experi
enced the problems of economic fluctuation because of over-stimulation




The role of monetary action in controlling conditions governing
the quantity of money is inevitable in a modern industrial society.
The past experiences of monetary authorities to adopt more positive
economic goals have made them interested in knowing how and to what
extent monetary control can be used flexibly to influence the behavior
of expenditures output, employment and price stability. To under
stand the role of the Federal Reserve, it should be explained that its
policy operates primarily through its exercise of conscious and contin
uous control over the reserve position of the nation's commercial banks.
This study, therefore, tends to emphasize the monetary instruments
which serve as the basis for expansion or contraction of loans and
investments and the consequent creation or reduction of demand deposits.
Qualitative Methods
The Federal Reserve uses qualitative methods to change the degree
of restraint or control of the flow of money supply, which, on the other
hand, affects the use of credit for certain purposes. Qualitative
tools are the selective control (discretionary monetary policy), such
as business credit, consumer credit and real estate loans.
TheRestraint and Ease of Monetary Policy
The Federal iieserve action over the changes in the restraint or
ease in monetary policy has an effect on the total flow of money supply
and availability towards expenditures and it, in turn, affects output,
employment, and prices. The monetary restraint reduces the availability
Board of Governors of Federal Reserve System,"Purpose and
Functions" (Federal Reserve System: Washington, D.C., 19$h)> PP»1-13«
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of credit and increases its interest costs, thereby retarding the over
flow of money supply towards expenditures, output, employment and income.
On the other hand, monetary ease makes credit available and reduces
its cost, thus encouraging an expansion in this flow. The changes in
monetary policy influence expenditures through their effect on decisions
made by the lenders and through their effect on decisions by spending
units — households, business, firms, and government. The system's
task in pursuing these aims is to encourage relatively full use of the
economy's resources of land, manpower, capital and technology, while
helping to keep the money for goods and services within the economy's
ability in order to meet its national goals without price inflation.
The timely expansion of bank credit can be supplemented by the
flow of savins dollars mobilized by the country's financial institutions
and channelling of this purchasing power into the hands of borrowers
who will use it to buy part of the economy's output produced. However,
it is quite obvious that if manpower and factories lie idle, the Federal
Reserve can step up the flow of reserves to the commercial banks. On
the other hand, if there is an active demand for additional credit in the
economy, the banks will make loans and buy securities, paying with newly-
created demand deposits. The immediate result of this action will mean
that the demand for money supply which is defined as coin, paper currency,
demand deposits and checks at commercial banks will tend to rise.
As the borrowers spend their new funds, the increased spending will pro
mote fuller employment of economic resources. The process which the
1Ibid_1, pp.ll-lj.
2"United States Monetary Policy," op.cit., p.2.
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Federal Reserve uses to influence the additional bank credit through
money-creating or the provision of margin reserve ("fractional reserve")
seeks to affect the whole economy by reducing the ability to borrow
through the "selective control" or discretionary monetary policy.■*■
Selective Controls (Discretionary Monetary Policy)
Among the instruments used today in the United States to strengthen
the effectiveness of monetary policy is the greater use of the selective
control techniques as a method to check over-stimulation of money avail
ability to the economy when the demand is in excess of the supply. Un
like the traditional restraint policy of the Federal Reserve on general
monetary control exercised through changes in the overall reserve position
of commercial banks it does not attempt to direct the allocation of
credit among competiting users. If selective controls were used, the
authorities could alter the terms and conditions on which credit is made
available to particular purposes regardless of the reserve position im
posed by general controls. Today, the only selective control available
to the Federal lieserve authorities is the power to alter margin require
ments on credit granted by any lender — banks and other financial insti
tutions — for the purpose of purchasing or carrying listed securities.
The consumer credit, real estate loans and business credit controls are
usually directed toward controlling some of the economy on spending, as
in the case of consumer durable goods, home mortgages, inventory accumu
lation, and industrial plants and equipment. Through the adoption of
this discretionary action, these expenditures directly, through selective




in prices because the demand for them is very great.
In a highly developed money economy such as the United States,
there are no sure fire formulas which guarantee that the reserves they
do provide will have precisely the desired impact on spending in the
economy.
Advantages and Disadvantages of Selective Control
Selective instruments have both important advantages and disadvant
ages. They differ from the more general quantitative instruments pri
marily in that their chief impact is on a particular segment of the
credit market instead of on the total market. They are unique also in
that, in addition to bearing on the operations of lenders, they limit
directly the amount of credit which can be borrowed. By holding down
the demand for credit without limiting the available supply, selective
instruments do not tend to raise interest rates. They have some dis
advantages, however. They affect the terms of the credit agreement
and hence enforcement involves dealing with many institutions and a very
large number of credit contracts. They also tend to be discriminatory
in the sense that restrictions are placed on some uses of credit and not
on others. Selective instruments, however, are impersonal in the sense
that the same rules apply throughout the regulated sector. Neither
does any central official pass upon how much business a given lender
does, nor to whom credit is to be granted.
Selective instruments raise important questions in the administra
tion of credit policy. They have the great advantage of permitting
Federal Reserve authorities to regulate the flow of credit into specific
^, op.pit., p.230.
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fields. Experience demonstrates that selective tools are necessary
to deal adequately with certain credit situations. They are not a
substitute for, but may be a valuable supplement to, quantitative
instruments. They have the disadvantage of being less impersonal
than the quantitative methods which influence only the cost, avail
ability, and volume of reserves, leaving lenders free to decide as to
both the uses and terms on which credit is granted.
In the final analysis, the actual course of the economy depends,
in the main, on borrowing and spending of consumers, businesses and
government units, through the pricing of business, the wage goals of
labor, and government tax laws which have much to do with the monetary
policy of the nation's growth.
The^ Discretionary Federal ileserve Monetary Policy
The discretionary policy of the Federal Reserve Board helps to
stabilize the market yields when it is felt the money in circulation
and the demand is rising. The increase in fractional reserve and rate
interest could restrain a boom of money by contraction for expansionary
objectives. Since interest rate changes play an important role in
the United States' monetary market, many commercial banks in Southern,
Western and Eastern cities have questioned the discrimination that exists
in the lending practices of Federal deserve authorities. Thus, in some
sectors of the economy especially, the consumer's installment credit,
small business, and homeowners have been victims of the Federal Reserve
during a tight money control which makes money more selective.
Table k shows that the discount rate changes, which are commonly
■*■Herbert V. Prochnow, The Federal Reserve System (New York: Harper
& Row, Publishers, i960), p.HjK
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SourceT Federal Reserve Board Bulletin (Mew York Stock Exchange, April,
1966).
viewed as an index of the direction of the Federal Reserve policy on re
straint or ease of money availability, depends upon the discretion of
the Board of Governors in Washington. The table also indicates that
£he rate of interest paid on securities on short-term prime bankers'
acceptance within 90 days maturity was less than other terms on open
market in New York City. Next in the group is the Prime Commercial
Paper on maturity of k to 6 months duration. The Call Loans on Renewal
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Rate was the highest paid interest rate. On the Commercial Loan Rate,
it is shown that the New York interest was low as compared to the seven
other Northern and Eastern cities. The eleven Southern and Western
cities paid the highest rate.
Many critics have called the discrimination of the Federal
Reserve "selective credit control" unfair because of its disproportionate
impact on certain categories of borrowers who either lose access to funds
or else become subject to exceptionally onerous terms of borrowing with
higher interest costs. They argue that such an indictment implies that
monetary restraint affects the allocation of resources in a way that
drastically and inappropriately affects the interest of certain categor
ies of borrowers and at the same time is potentially damaging to the
national economy.-'-
The Federal Reserve Credit
In a broad sense, the United States1 bankers no longer feel
limited in their lending to the extending of short-term, self-liquidating
loans to businessmen, farmers, real estate mortgage and consumers1 in
stallment credits. Thus, the post-¥orld War II period has been char
acterized by a marked expansion in the volume of types of banks loans
that are neither short-term nor self-liquidating, ^e., terms to busi
ness and farmers, consumer installment loans, and real estate mortgage
loans which account for nearly 90 percent of the total commercial bank
loans.
1. Business credit.—The commercial business loans have become
1J. A. Crutchfield, C. N. Henning and .-■. Piggott, Money, Financial
Institutions, and the Economy (Englewood Cliffs, N.J.: Prentice-Hall,
Inc., 1965), pp.357-5b\~~~
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important in the modern American economic potentiality. Towards the
end of I960, the nation's 13,500 commercial banks collectively held
$120 billion in loans; of this total amount, over $JU3 billion, roughly
30 percent, went to commercial business loans. Directly and indirectly,
over half of the total commercial loans represented credit facilities
extended to businesses.
The business loans of American commercial banks may be classified
into six categories: size, line of activity of the borrowing business;
maturity of loansj purpose of loansj the interest rate charged to the
borrowers; and the secured or unsecured status of the loans.
In the general analysis, monetary policy operates on the Federal
Reserve portfolios by influencing the quantity and composition of banks•
assets. As a result, the relative price or yields of particular assets
change, and banks and business alike are encouraged to make further
shifts in their need for funds. The Federal Reserve can change the
rate of interest it charges on loans (the discount rate). An increase
makes it more expensive for member banks to borrow, which tends to dis
courage this method of adding to their reserves.
The accommodation of business credit was one of the major consider
ations in early Federal Reserve policy decisions. In 191k, the Federal
Reserve Board stated that the more complete adaptation of credit mechanism
to the needs of business and agriculture should be the constant aim of
a Reserve Bank's management. As a step in this direction, the system
tried to bring about a wider diffusion of credit facilities at reasonable
rates of interest to the needy businessmen.1
w, g£«cit.,
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The objective of meeting the credit needs of business at a reason
able cost was reflected in the Board's policies after World War I. The
removal of wartime restrictions released strong inflationary pressures,
and the Board was confronted with an excessive expansion of credit.
It recognized the need for checking credit expansion, but wanted to avoid
the danger of precipitating a strong deflationary movement. The discount
rate was the chief tool employed at that time. But the pressure of
demand relative to the available supply of goods was so strong that a
moderate rise in interest rate was not expected to be very effective in
restricting the demand for credit. Moreover, to raise the general level
of interest rates very high would be in conflict with the objective of
making credit always available to meet the needs of business at reason
able rates. To resolve this problem the Board established a maximum
rate of credit for each member bank according to a uniform rule.
The data shown in Table 5 indicates that business firms of any
particular size, or those engaged in a particular line of business acti
vities, have variable interest rates at the discretion of the Federal
Reserve. Among the nineteen major cities' banks, New lork Oity received
the lowest interest rate as compared with the other major Southern and
Western cities' banks, and seven other Northern and Eastern cities1
banks.
The reason is understandable, when three business loan classifications
— small, medium and large — are looked into. The business enterprises
in the New lork area are concentrated on large firms, hence the rate of
interest on maturity term is the lowest when compared to its counterparts
3-United States Facts,, Statistics and Information, 1966, p.1023.
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in other cities. The short-term and intermediate loans received the
highest rate of interest, while the long-term loans secured and received
lower interest rates in every conceivable type of economic activity.
The maturity of loans is divided into three classes; short-
term, intermediate and long-term. Short-term loans are those with
initial maturity of one year or longer. The volume of dollars the com
mercial banks lend shows that the short-term business loan was by far
the largest in this category. At one period, for instance, short-term
loans accounted for 62 percent of the total business lending of the
Federal .Reserve member banks, while intermediate and long-term loans
accounted for the remaining 38 percent. Thus, the banks1 term lending
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activities have been steadily growing in significance in the survey
made by the Federal Reserve Board between 1955 and 1957* Intermediate
and long-term loans increased from 3k to 38 percent of the member banks1
total loans to businesses. This survey also reveals that the inter
mediate-term loan had two initial maturities — one that matured
from one to five years, the other with initial maturity over five years.
The long-term loans had initial maturity over ten years, reflecting the
fact that commercial banks do very little on long-term lending to busi-
1
nesses.
The purpose of short-term loans by commercial banks is to help
businessmen to obtain temporary working capital for business expansion,
innovation, temporary built-up inventories in advance of a business1
busy selling seasons and to finance temporary account receivables during
the period of peak sales. The working capital is self-liquidating in the
sense that it generates its own repayment on periodical or installment basis.
2. Consumer Credit.—The control over conditions governing the
quality of money is inevitable in an economy similar to that of the United
States, where the nation has adopted more positive measures in the use of
credit for economic goals. The extent to which monetary control can be
used flexibly to influence the behavior of expenditure, output, prices
and employment rests upon the Federal Reserve authorities. Any changes
in the degree of restraint or ease in monetary policy has an effect on
the total flow of expenditures and, in turn, on output,employment and
prices. Monetary restraint to consumers1 installment loans reduces the
availability of credit and increases its interest cost, thus retarding
luMemberbank Lending to Business," Federal Reserve Board Bulletin
(April, 1958), p.396.
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the flow of expenditures, output, employment, and income. However, the
consumer is concerned about any change in the rate of interest. Monetary
ease by the Federal Reserve Bank to consumers' borrowing, makes credit
more available and reduces its cost, thus encouraging an expansion in
these flows. This process is through selective control used by the
Federal Reserve Board of Governors at their discretion in the interests
of the nation's economy. In a statement made by the Reserve Bank
Chairman, T/fi,lliam McC. Martin, to a Congressional Committee, in 1952, the
general attitude of selective control to economic stability is explained:
On economic fluctuations, the consumer credit leads
to cyclical swing in consumer's expenditures and hence in
economic activity to a period of strong inflationary boom.
The restraint of this area in times of severe inflationary
pressures can be a salutory stabilizing influence, on retail
extended basis, that is on relatively standardized terms and
charges to consumers generally.•*•
Despite criticism by most economists and the public on the short
comings in consumers' credit facilities, the rate of growth in this busi
ness sector has increased tremendously as compared with the slumps of
the 1930's and 19U0's. The need for consumer credit has become very
eminent in the American economy after World War II. In the total con
sumers' credit, installment credit accounts increased more than nearly
60 percent, the charge accounts reached up to 10 percent, and non-install
ment accounts amounted to 30 percent (see Table 6).
Since 19h9, the demand for consumer credits has accelerated,
mostly in the installment credit. For instance, the total consumer
credits in 19U9 amounted to $17,305 million and in 1965 had increased
eight times to $87,8814. million.





































































In the past years, there has been criticism of the wide fluctua
tion in the volume of consumer credit facilities. These xci.de fluctua
tions in the consumer credits have reflected primarily changes in in
stallment credit which in turn have been correlated with variations in
the purchasing power of consumer durable goods.
In recent years, the Federal Reserve authorities have maintained
that the use of consumer credit, particularly the installment credit,
is based largely on the level of current income and on the anticipation
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of future income. In the period of inflation, it is likely to be
necessary to limit credit through the application of the general instru
ments of credit restraint and control policy of the Federal fteserve
System.
On the other hand, many people are opposed to the idea of restraint
policy on consumer credit. They assert that the American credit faci
lities to consumer durable goods must be geared to meet the growth
rate in the economy. Among the prominent people who have been concerned
is Dr. G. Odes, Assistant Professor of Finance, University of Michigan,
who, in a speech prepared for the I960 Conference of the Twelfth Annual
National Consumer Credit held at Washington University, St. Louis, Mis
souri, entitled "Consumer Credit in the Sixties," said:
The American consumer durable goods are a prominent
element in the image of the coming decade and, consequently,
we must recognize the expanding dimension of demands which
will be imposed upon consumer financial institutions. The
rapid growth of consumer credit during the past four decades ~
averaging no less than 10 percent annually — may be no more
impressive than that which is destined for this financial
prodigy in the coming decade.^
3. Real Estate Credit.— According to the Federal Reserve author
ities, they maintain that the use of real estate credit is widely held by
individuals and business organizations as having a far reaching influence
on American families and businesses. As a security for mortgage debt,
real estate is an important element in the solvency and liquidity of many
financial institutions and individuals. The Federal lieserve System, in
the past years, has asserted that the changes in demand for real estate
have produced wide fluctuations in real estate values in rents, and in
National Consumer Credit Conference, "Consumer Credit in the
Sixties" ( Washington University Press, St. Louis, Missouri, March,I960),
pp.17-20.
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the soundness of mortgage investments. They recognize that the changes
in demand for real estate give rise to wide swings in building activities,
which accompanied by changes in construction employment, in production
of many materials, and in the use of credit, have a great effect on
output and prices. The Federal Reserve authorities stress that this
effect on the demand for real estate credit has made this sector one
of the major spots for inflationary pressures because, when the con
struction is completed in short duration, it leaves the economy with
unsubstantial full employment, price instability and unsustainable
economic growth. The Federal deserve authorities had to use the
selective control policy on this sector of the economy to check in
flationary measures in the mortgage transactions. Real estate credit
is one of the s = >eciax elements of control by the Federal Reserve System,
in that the construction business, in particular the residential
sector, is one of the major soft spots in the American economy. Housing
construction starts tumbling when a tight credit policy on real estate
becomes a necessity.
The savings and loan associations and mutual savings banks — the
main suppliers of mortgage funds — experience difficulty in attracting
depositors when higher yields are available elsewhere. The Federal
Housing Administration's insured loans and the Veterans Administration's
guaranteed loans become more selective as a result of a tight policy.
The effect then is that the mortgage market becomes drum-tight, reducing
home buying transactions. Builders also are pinched for funds. The
outcome will be a precipitous drop in home building activities.
^Federal Reserve Bank of Philadelphia, op.cit., pp.ll46-l.5c.
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Table 7 indicates that there was a decline in mortgage loans from
the end of 1961 to 1965. The outlook and trends of the total loans
amounted to $6,093 million in 1961, and declined to A,731 million in
1965. The trends in FHA insured loans was 43,k9Q million in 1961, and
they decreased to <p3,U0U million in 1965, while the YA loans guaranteed
amounted to $2,603 million in 1961 and declined to pi,327 million in
1965. These trends, however, were accounted for by the restraint
policy of the federal iteserve authorities in the real estate credit
control.
On the other hand, the effect on mortgage transactions from
1961 to 1965 shows that there were more purchases of mortgages than
there were sales transactions. This means that the mortgagors were
pinched to borrow more money than there was in sales transactions, which
were more selective because of the tight credit policy imposed on exist
ing homes by the Federal iteserve authorities. This selective control
also was to discourage mortgage investments, thus reducing the number of
potential home buyers.
In the general analysis, the mortgage transactions during 1961
show that sales accounted for Shi million, while purchases amounted to
$8l5 million. In 1965, the sales transactions were $200 million and
the purchases transactions reached $913 million.
Table 8 indicates that the interest rate from 1961 to 1965 was
unstable and fluctuated on a year-to-year basis. This means that more
restraint was accorded to existing homes than was accorded to new build
ings on first conventional mortgages. For instance, the contract
interest rate on conventional first mortgages by Federal Housing
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Administration series (FHA) interest rate was 5.97 percent on new homes,
while the existing home interest rate reached 6.0U percent in 1961.
In 1965, the FEA rate on insured loans was 5»h7 percent; 5«83 on con
tract interest rate conventional first mortgages, while the existing
home interest rate was 5.89 percent. This means that both agencies,
the Federal Housing Administration and the Federal Housing Land Bank
Bureau series, offered a more liberal interest rate on new buildings
than on old existing homes, from year-to-year basis.
In recent years, the Federal deserve System, with the cooperation
of the federal government, has adopted a wide variety of programs with
the purpose of bringing satisfactory housing within the reach of middle-
and low-income families. And while the millions of people struggling
to obtain decent housing at costs within their means have been forced to
pay higher and higher interest rates on every dollar which they borrow,
the total amount which they have borrowed has soared.■*■
Quantitative Methods
The Federal Reserve Instrument of Expansionary Policy
In regulating the reserve base of the commercial banking system,
the Federal Reserve authorities rely on three main interrelated instru
ments to promote economic growth.
1. The Open Market Operations.—The Federal Reserve System uses
open market purchases and sales of United States Government securities
as its most flexible means for influencing bank reserves positions and
the availability of bank credit. These operations are continuously
Conference on Economic Progress, Washington, D.C., 1961;, p.12.
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directed at two objectives. The first is the strain imposed on the
monetary mechanism by seasonal, regional or accidental shifts in money
flows. The second is the basic long-run goal of promoting a healthy
domestic economy, which is marked by a high, but sustainable, rate of
economic growth, high employment, and reasonable price stability. In
other words, the Federal Reserve System employe open market operations to
ensure that the nation's monetary machinery runs smoothly and to encourage
realization of the nation's economic potential.
In its pursuit of these objectives, the system has found its
operations conditioned more and more in recent years by the nation's
need to balance its international payments and to maintain the dollar's
position as a key international currency. This area is not included
in this study, but, in the long run, of course, a vigorous growing economy
with competitive prices offers the best hope of generating the export
surplus necessary to cover the country's overseas outlays for defense,
economic aid and foreign investments. This goal or objective will not
be achieved if the domestic economic stability and growth are in danger.
The selling of securities causes a multiple contraction of deposits.
When the Federal .Reserve banks buy securities on a sunstantial scale,
adding their demand to the public's demand, the prices of United States
Government securities are pushed up. Higher prices mean lower interest
yields, which makes the government securities less attractive to invest
ors, causing many owners of government bonds to shift to substitute
securities offering higher yields. In doing so they bid up prices (and
Paul L. Strayer, Fiscal Policy and Politics (New York: Harper &
Brothers, 1958), pp.l33-o*6"I *~ ™~ '
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depress the yield) of corporate bonds and mortgages. The consequence
is a fall in price level, making it cheaper and more attractive for
business borrowing. Conversely, open market operations on selling
tend to depress security prices and raise interest rates — which puts
an additional brake on bank lending and business expansion. In this
marketing of securities, the banks, individuals and government alike
compete with each other in the buying and selling of marketable secur
ities. In the early years, the Federal Reserve %nk did its own pur
chasing and selling. Today, open market operations are centralized; the
Federal Reserve Bank of New York acts as an agent to the other twelve
members, basically on the trading capacity, following the instructions
of the Open-Market Committee in Washington which makes the policy decisions.
The open market operation does not confine itself to domestic
activities, but even so, the system has found it desirable to adapt its
operations to help cope with the stresses imposed by money flows between
nations, because today's international monetary mechanism is based on
the dollar. In this respect, the syst*em has moved to conduct open
market operations in the United States Government short-term capital flow
abroad. In addition, the Federal Reserve, in cooperation with the United
States Treasury and foreign central banks, has conducted open market
operations in foreign exchange. These have helped to guard against self-
reinforcing swings in exchange rates [that might undermine the international
monetary system.
The impact on bank reserve, in any case, is taken into account in
determining the scale of open market operations in the domestic securities
market. During and following World War II, the Federal Reserve System
supported the entire market for United States Government securitiesj
that is to say, it bought and sold government securities of all maturities
with the general purpose of stabilizing prices and yields. As a result,
all maturities of government securities had the same market liquidity.
In stabilizing the market, the system functioned as a residual buyer,
automatically creating bank reserves in the process in the commercial
banks. This operating dilemma came into sharp focus when the Korean
crisis in the 19%Q's brought a resumption of inflationary trends. To
resolve the dilemma, accord was reached with the Treasury early in
1951 that the Federal Reserve would discontinue to stabilize the prices
and yields on government securities. (See Table 9«)
2. The Discount Hate Operations.--The provision of facilities
for lending to commercial banks is a traditional function of central
banks. In the United States, lending by the Federal Reserve Banks to
member banks has come to take the form chiefly of advances secured by
United States Government securities. The commercial and other business
paper of prime quality and short maturity is eligible for discounting^
borrowing against government securities as collateral is more convenient
and timesaving for the borrowing banks because the collateral is riskless
2
and instantly appraisable.
From the viewpoint of the individual member bank, a decision to
borrow is usually prompted by the desire to avoid a deficiency in its
legal reserve. Such a deficiency is likely to result from a drain of
deposits and therefore of reserves to another bank. In adjusting to
such a reserve drain, the individual bank has the alternative of selling
Federal Reserve i3ank of New York, Open Market Operations (January,
1963), pp.15-22. —~ —~ ■
2Abbott, op«cit., p.391.
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Source: Treasury Department, U.S. Savings Bonds Division, 1965.
an asset or borrowing at the Federal Reserve or from another bank.
Di/hen a bank borrows or discounts at Reserve Bank, the proceeds of
the loan are added to its reserve balance on deposit at the Reserve Bank.
Conversely, when the indebtedness is repaid, the amount of repayment is
charged against the indebted bank's reserve balance. The Federal Reserve
•'•Federal Reserve Bulletin, op.cit., p.119.
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advances to, or discounts for, member banks are usually of short maturity,
up to 15 days. The interest rate paid by member banks for this accom
modation is known as the "discount rate."
Technically, the discount rate is the publicly announced charge
applied by the Federal deserve Banks on discount or advances to member
banks. The discount rate changes also have a psychological effect. A
rising of the rate is a public announcement to all bankers and business
men of the Federal Reserve's decision to tighten the reins of control.
This , in itself, may cause banks to lend a little less freely. As
such, it measures for the member banks the cost of reserve funds obtained
by such borrowing, because there is a close interrelationship between the
level of Reserve Bank discoiint rates and short-term money rates in the
market and because the establishment of the rate entails a Federal Reserve
judgment as to whether the current flair of bank credit and money is con
sistent with the country's transactions and liquidity needs. The dis
count rate changes are commonly viewed as an index of the direction of
Federal Reserve policy of restraint or ease. Hox^rever, each Federal
Reserve Bank must establish its own discount rate, subject to review and
determination by the Board of Governors in Washington every lit days.
The individual banks feel that reserve adjustments can be made
either by borrowing at the Federal Reserve (or from other banks) or by
selling short-term assets in the market. The margin of preference as
between one form of reserve adjustment and another is partly affected by
the relative cost. The cost of adjusting a reserve position by selling
securities is measured by the interest earnings foregone. Thus, the
Abbott, opjcit., p.391.
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margin of preference between discounting and selling securities is
influenced by the relationship between the discount rate and the market
yields on types of securities that are likely to be held by banks as
liquid assets or a secondary reserve. In this regard, the United
States Treasury bills and other short-term government obligations are
prominent.
3. Reserve Requirements.—The Federal Reserve authority, in varying
the required reserve percentage for commercial banks, uses a relatively
new instrument of reserve banking. It was made available through bank
ing legislation passed in 1933 and 1935. Under the provisions of the
Banking Act of 1935, the Federal Reserve System may vary, within specific
limits, the required reserve percentage for each of the three classes
of banks -- central reserve banks, reserve city banks, and country
banks. If, for example, the actual reserve by banks is 20 percent,
an additional fraction of 21 percent, would make the commercial banks
themselves short of reserve because of the excess reserve required.
The effect is general contraction of deposits, and reduced loan and
investment opportunities by the banks.
The permitted changes in requirements may be applied to one or
more classes of banks at the same time, but they must be kept within
the limits set for each class and must be uniform for all banks within
a class. The range of Federal Reserve discretion over reserve percent
age required, as of June, 1958, is shown in Table 10. The table also
shows the number of member banks in each reserve class and the total of
ilbid., pp.388-92.
o
CJ. Z. Rowe, The Public-Private Character of United States Central
Banking (New Brunswick, N.J.: Rutgers University~Press, 1965), p.75.
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Central Reserve City Banks 13-26 18
Reserve City Banks 10-20 16
Country Banks 7-lU 11
Time Deposits:
Central Reserve City Banks 3-6 5
Reserve City Banks 3-6 5











Source: Federal Reserve Board Bulletin, 1959•
member bank deposits accounted for by each group of banks.
Two things happen when the required reserve percentages are
changed. First, there is an immediate change in the liquid assets
or secondary reserve position of member banks. If reserve percentages
are raised, the banks that have no excess reserve must find additional
reserve funds by selling liquid assets in the market or by borrowing
from other banks or from the Reserve Banks. If reserve requirements
are lowered, individual banks find themselves with a margin of excess
reserve available for expanding earning assets for investment and for
h9
debt repayments to the creditors, Since banks maximize their earnings
by keeping free of debt and by keeping their own resources as fully
invested as possible, their usual response to a lowering reserve
requirement, after retiring indebtedness, is to acquire earning assets.
Initially, they are likely to purchase short-term marketable instruments
of high liquidity as assets for temporary holding. Second, there is a
change in the rate of multiple expansion of deposits for the entire
banking system. If the required reserve percentage is 20 percent, $1
of reserves will support about -$5 or 20 percent; $1 of reserves when
reduced will support about $6.67 of deposit with about 1$ percent effect.
Thus, the 15 percent requirements will support one third more deposits
than the 20 percent requirements. The Federal Reserve authority to
make changes in required reserve percentage is sometimes described as
a clumsy and blunt instrument of monetary control. For one thing, such
changes affect at the same time and to the same extent all member banks
subject to the action, regardless of their individual reserve needs on
the occasion. Another thing is that even small changes in reserve
requirement, for instance, one half or one percent point, result in
relatively large changes in the total available reserve and in the liquid
ity position of member banks as a group. If, to avoid a large effect,
a change is limited to a particular class of banks, a difficult and per
plexing problem of equity as between classes of banks is presented.
Moreover, the author maintains that changes to a new level of
reserve requirements cannot be spread over a period of time, but must
Prochnow, op.cit., pp.198-200.
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become effective on some selected preannounced date. The credit market
is forewarned that on this date either demand or supply pressures will
be accentuated, with risk of disturbance and instability in the prices
and yields on securities at that time.
Finally, there is the consideration that a bank's reserve percent
age serves as an anchor for current and forward management decisions.
Thus, an abrupt change in the weight of this anchor can have an upsetting
influence in the portfolios programs of individual bankte potentials.
For example, the 1951 monetary accords brought them to bankruptcy; the
change in reserve requirements helped trigger many business turndowns
because of the banks' response when the Federal Reserve raised their
interest rate to discourage consumers from borrowing on installment
and mortgage credit.•*- Nevertheless, the change in reserve requirement,
along with other major instruments of monetary policy, has helped
protect the economy from over-expansion of borrowing by some sectors
of the economy as an anti-inflationary measure. In ±9h7 and 1961,
for instance, the total number of business failures of all sizes and
classes was lU.3 and 6k*k percent respectively. The number of business
firms with current liabilities under $190,000 accounted for 12.8 percent
in 19h7 and soared to 56.6 percent in 1961. So to speak, the small busi
ness failures shown on Table 11 were attributed to the Federal Reserve
"tight money" monetary measures.
1
The Federal Reserve System After Fifty Years (Washington, D.C.:
U.S.Government Printing Office, 19610, pp.l7Ul-1839.
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In summing up, the issue yet to be decided is whether the Federal
Reserve policy-makers will act responsibly and with wisdom and restraint,
or whether they will cause, in turn, the growth of new difficulties,
different but no less serious than those feared in the past. This
investigation, however, does not undertake an exhaustive analysis of
the effect of all monetary policies primarily because it is believed
that the major domain of the inquiry is on the effect of money and
credit.
In short, this study leaves us with a problem of devising more
effective means of accomplishing the legitimate functions of monetary
stabilizing instruments used to prevent inflationary pressures. There
is no magic solution for inflationary measures in a highly developed
economy such as that of the United States,- the author believes there is
no one solution for economic instability unless the monetary measures are
used properly and in a coordinating manner.
The wide swings in business activity, employment, and prices present
other major problems to be solved. A requirement of an efficient money
system is that it should mitigate instead of aggravate business fluctua
tions. This means that an increase in the money supply should not be
allowed to become so excessive that it helps to generate over-expansion,
rising prices and inflation. Neither should contraction in the money
supply be allowed to continue until it tends to intensify and prolong
52
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periods of depression. The solution requires action on a broad front
of discretionary control, but the efficient operation of the monetary
system can be more than helpful.
The problem of inflation reflects a breakdown in the capacity to
resolve, through any orderly procedure, the basic problem of distribu
tion of the total product of the economy. Inflation is difficult to
avoid, if the measures necessary to prevent it are not resisted during
a period of boom.
The Federal xieserve authorities generally cannot be as effective
in offsetting a depression as they invariably are in checking a boom.
This is because it is difficult to use taxation or expenditure reductions
to check a boom in a period of great prosperity. On the other hand,
households and business firms alike will increase their spending capa
cities and tend to do so faster than the growth in real output, resulting
in an upward movement. The chief responsibility of the monetary policy,
therefore, should be to exercise its monetary control of both qualitative
and quantitative effects to keep the demand for money and credit by
government, business and the public from rising faster than the nation's
ability to produce.
Most liberal economists may feel that control over monetary policy
is at present dispersed too widely to permit effective coordination.
Some conservative economists may stress that they would favor concentrating
control over monetary policy and adding discretionary control of fiscal
policy. Other schools of thought would favor reducing or eliminating
the amount of discretion at present lodged in the monetary authorities,
thereby placing major emphasis in both fiscal and monetary policy on
essentially automatic reactions. With all these viewpoints in mind,
this study recommends that one solution to the economic instability
would be a. proper coordination of both policies in a measure in which
the strength of one is maximized and the weakness of the other is
minimized. The author also maintains that the two methods of
indirect control by the Federal Reserve and the federal government
must complement each other.
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